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Abstract
In this paper, I employ a linear regression model to examine the effectiveness of four
microeconomic variables, namely government debt, GDP growth rate, household
consumption growth rate and government spending growth rate, in stimulating economic
growth. In order to test the effectiveness of expansionary fiscal policy in different
macro-environments, countries were first partitioned into low and high government debt
categories. In addition, raw dataset was partitioned into two time periods, respectively,
representing normal macroeconomic years and recession years. My results suggest that
countercyclical government spending has been an effective stimulation tool but its effect was
more significant in countries of low government debt rate or during recession years.
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1. Introduction
Most governments responded to the outbreak of the subprime crisis with expansionary fiscal
policies. As a result, we observed increases in government spending while the real GDP
shrank. Some critics assert that easing strategy would not help real economy but merely bring
about hyperinflation. Ho (2013), however, argued that quantitative easing strategies were
certainly effective and added that “the evidence” of ineffectiveness of expansionary fiscal
policy in Japan is due to other factors such as a strong yen. Proponents of austerity policies
argue that central government debt to GDP is an indicator of the cost of borrowings for a
country. Increasing government expenditure will tend to enlarge government budget deficit,
and cause high government debt to GDP ratio. High cost of borrowings for a country will
most probably harm a country’s economy, which could offset the benefits of increasing
government spending. A few governments such as Greece, Spain, and Cyprus, adopted
austerity fiscal policies aiming to lower government debt to GDP ratio and expected to
improve GDP by doing so. However, the desired results were not achieved. Based on GS/PD
model, Ho (2013) stated that increasing government budget deficit, as long as it is powerful
enough to strengthen market confidence, can help improve real economy and in return lower
the government debt to GDP ratio.
The key objective of this paper is to test if expansionary fiscal policy is effective in dealing
with financial crisis and recovering market confidence by examining the effects of increase in
government expenditure on private consumption in normal years and during periods of
financial crisis. If increasing government expenditure could, to some extent, improve market
confidence, private consumption will increase. The dataset includes 428 observations for
central government debt, total (% of GDP), GDP growth (annual %), household final
consumption expenditure (annual % growth), and general government final consumption
expenditure (annual % growth) over a 9-year time period from 2003 to 2011.
My findings are in line with Ho’s argument. My results indicate that 1% increase in
government expenditure would lead to 0.19% increase in private consumption in normal
years, and the effects are even more apparent in periods of crisis as 1% increase would lead to
0.47% increase in private consumption. Besides, I also find that countries with lower
government debt to GPA ratios benefit more than those with higher ratios from expansionary
fiscal policy. My findings provide empirical evidence that expansionary fiscal policy should
be put in place in order to remedy economic downturns and prove the effectiveness of
expansionary fiscal policies irrespective of a country’s debt level, culture, and political
system.

2. Data
The paper’s data is collected from the World Bank. The dataset includes 428 yearly
observations of 53 countries over 5 continents from 2003 to 2011 for central government debt,
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total (% of GDP), GDP growth (annual %), household final consumption expenditure
(annual % growth), and general government final consumption expenditure (annual %
growth). The data of the rest of the countries are weakly balanced and so are excluded from
the analysis.

Table 3
The table represents the summary statistics of this data in periods of crisis.
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3. Methodology
This paper examines the effects of government expenditure on private consumption in normal
years and in periods of crisis. In order to achieve this purpose, this paper uses regression
analysis to examine such effects. The main empirical model is as follows:
= ×

+ ×

2 + × DtY

Where a, b, and c are coefficients, PC represents household final consumption expenditure
(annual % growth), GE represents general government final consumption expenditure
(annual % growth), DtY represents central government debt, total (% of GDP). GE2 is
included in this regression to capture non-linear relationship between GE and PC.
In order to examine the effects of government expenditure on private consumption under
different conditions, this regression is run in 2 different sample ranges, respectively from
2003 to 2007 and from 2008 to 2011.
The dataset is partitioned into 2 parts by 50 of central government debt total (% of GDP), so
that we can examine how the debt to GDP ratio affects different countries under different
conditions.

4. Results
(Government_o represents central government debt, total (% of GDP), government_g
represents general government final consumption expenditure (annual % growth),
Private_Cons_h represents household final consumption expenditure (annual % growth)
4.1 sample from 2003 to 2007 when the average annual GDP growth rate is nearly 5.0%
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First, I find that in normal years private consumption is positively related to rate of growth of
government spending. It suggests that Ho’s assumption holds in normal years- that increase in
government spending would lead to increase in private consumption. Moreover, the negative
coefficients of government spending square and central government debt ratio indicate that
increase in government spending does cause some counter-effects.
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Second, I find that countries of lower debt ratios would benefit more from increases in
government spending than those of higher debt ratios.
4.2 Sample from 2008 to 2011 when the average annual GDP growth rate is less than
2.0%.
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First, the change in coefficient of government spending shows that government spending in
the periods of crisis has a more significant effect on private consumption than in normal years.
Furthermore, the government spending square is still negatively related to private
consumption but statistically insignificant. The negative sign of government debt ratio shows
that debt ratio still has some counter-effect but the value of the coefficient drops nearly 23%
from 0.031 in normal years to 0.024 in the periods of crisis implying that the counter-effect of
government debt to GDP ratio weakens during crisis.
Second, it is also consistent with the finding in normal years that expansionary fiscal policy
works better on those countries with lower government debt to GDP ratio than those of higher
ratios.

5. Conclusion
My findings are based on an empirical model with regression analysis on a database
consisting of 53 countries over a 9-year time period. My findings indicate that increasing
government expenditure is highly effective in boosting market confidence and generating
increase in private consumption both in normal years and in the periods of crisis. Moreover,
the effects of expansionary fiscal policy are more apparent in the periods of crisis irrespective
of a country’s debt to GDP level, region, and culture.
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